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APPELLANT'S BRIEF

STATEMENT OF THE CASE

This action was begun by the appellant for the

recovery, after payment to the defendant, of addi-

tional income taxes assessed by the Commissioner of

Internal Revenue for the years 1924 and 1925 upon

disallowance of certain deductions claimed by the

appellant against its income for said years.

For the year 1924 there was charged off against

income $73,600.00 on account of partial worthlessness

of certain bonds of the Fruitland Irrigation District,
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a municipal corporation. In the return for 1925 there

was deducted the sum of $14,388.08, expenses ad-

vanced to a Protective Committee formed in connec-

tion with the Fruitland Irrigation District bonds, and

the sum of $100,000, claimed as a deduction or reserve

on account of partial worthlessness of stocks, bonds,

notes and indebtedness of tlie Intermountain Water

iic Power Company, a corporation, operating near

Casper, Wyoming.

The statutes involved are the following sections of

the Revenue Act of 1924:

"Sec. 234. (a) In computing the net income

of a corporation subject to the tax imposed by

Section 230 there shall be allowed as deductions:

"(1) All tlie ordinary^ and necessary expenses

paid or incurred during the taxable year in carry-

ing on any trade or business. * * *

" (4) Losses sustained during the taxable year

and not compensated for by insurance or other-

wise. * * *

"(5) Debts ascertained to be worthless and

charged off within the taxable year (or in the

discretion of the Commissioner, a reasonable ad-

dition to a reserve for bad debts) ; and when

satisfied that a debt is recoverable only in part,

the Commissioner may allow such debt to be

charged off in part."

(The foregoing are identical with similar pro-

visions of the Act of 1926. found in U. S. C. A.,

Title 26, Par. 986.)

The case was tried to the court without a jury on
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stipulation. The appellee offered no evidence, but

upon the close of appellant's case, challenged the suffi-

ciency of the evidence to sustain a recovery (R. 29,

72). This challenge was denied and recovery allowed

as to additional taxes paid for the year 1924, from

which action no appeal is taken,, and this issue is not

now in controversy. It was, in effect, sustained as to

the deductions claimed for the year 1925.

In deciding the case, the court filed a written opin-

ion, making certain specific findings of fact, which

were adopted as special findings in the entry of judg-

ment (R. 15, 28).

Prior to the entry of judgment, appellant moved

for additional findings presenting the propositions of

law involved in the case (R. 21), some of which were

made by the court (R. 25). Exceptions were duly

taken to that portion of the court's finding, relating

to the $100,000.00 deduction on account of the obliga-

tions of the Intermountain Water & Power Company,

that ''no such loss at the time had in fact been sus-

tained" (R. 29) and to the refusal of the court to

make certain of the findings proposed by the appel-

lant (R. 27).

The substantial questions presented on this appeal

are: first, whether appellant was entitled to the de-

duction for expenses advanced to the Fruitland Securi-

ties Committee ; and second, whether it was entitled to

the deduction of $100,000.00, or any part thereof,

claimed on account of partial worthlessness of the

obligations of the Intermountain Water & Power
Company.



ASSIGNMENTS OF ERROR
Appellant assigns the following errors:

1. The making of that portion of Finding No. 9,

reading as follows (R. 20)

:

"and no such loss at the time had in fact been

sustained."

2. Refusal to make and enter that portion of pro-

posed Finding No. V, reading as follows (R. 23)

:

"and said officers determined upon the taking of

such deduction for making of such reserve prior

to the end of 1925."

3. Refusal of the court to make and enter pro-

posed Finding No. VI to the effect that at the end of

1925 there was an actual impairment in appellant's

investment in the securities of the Intermountain

Water & Power Company of not less than $100,000.00,

or such other sum as the court might fix (R. 23).

4. Refusal of the court to make and enter pro-

posed Finding No. VII to the effect that the evidence

submitted at the time of the trial established that the

appellant has sustained, and will sustain a loss of at

least $100,000.00 on account of its investment in the

notes, accounts and bonds of the Intermountain Water

& Power Company (R. 24).

5. Refusal to allow the deduction of $11,496.00

for expenses advanced to the Fruitland Securities

Committee.

6. Refusal to allow the deduction of $100,000.00,

or any other amount, on account of investment in

securities and accounts of the Intermountain Water

& Power Company.



ARGUMENT

Securities Committee Expense

The question of deduction of advances made to the

Fruitland Securities Committee depends entirely upon

the sufficiency of the findings to support the judg-

ment in this regard. Before considering those find-

ings, however, it is necessary to refer to the general

situation of the Fruitland Irrigation District, as set

forth in the pleadings and findings involving the

deduction for partial worthlessness of the bonds of

that District, which was allowed for the year 1924.

On January 24, 1924, appellant entered into a

contract with the Fruitland Irrigation District, a

municipal project north of Spokane, for furnishing

materials for the repair of its irrigation system^ and

the purchase of a small amount of its securities, in

return for which appellant received bonds of a par

value of $147,000.00. The reconstructed irrigation

system, however, proved to be almost an entire fail-

ure, because of the character of the land which it was

sought to cultivate. A large percentage of the land

under the District was not utilized, and many of the

farms were abandoned (R. 16 and 17). Only a

small portion of the assessments levied for District

purposes was paid, and by the early part of 1925,

3,476.49 acres of the 4,827 acres within the District

had reverted to the District or the county. The in-

terest due on the bonds on July 1, 1924, had not been

paid, and after this default the appellant had offered

to sell its bonds to the settlers in the District at thirty

cents on the dollar (R. 17 and 18).
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During the latter part of 1924, appellant investi-

gated these conditions carefully, and determined that

the value of the bonds did not exceed thirty cents on

the dollar, and took a deduction charging them down

to this figure on its return for that year, which was

the deduction disallowed by the Commissioner^ but

sustained by the court (R. 18).

In connection with the difficulties of the District, a

Bondholders' Protective Committee was formed, to

which contributions were made by the appellant and

claimed as a deduction in 1925 in the sum of $11,496.

In respect to this, the court's findings are as follows

:

"The court further finds that for the calendar

year 1925 the plaintiff filed with the defendant

its income tax return, and in computing its net

return deducted as an expense, loss sustained on

account of the bonds of the Fruitland Irrigation

District in the sum of $11,496.00, which it was

compelled to pay as an assessment to the Bond-

holders' Committee, * * *." (Findings No. 6,

R. 18 and 19)

"That in connection with the difficulties of the

Fruitland Irrigation District, a Bondholders'

Protective Committee was organized in 1925 for

the purpose of reorganizing the District, and

that during the year 1925 the plaintiff advanced

to such Committee the sum of $11,496.00, which

advance was used for expenses of the Commit-

tee, such as salary for Secretary and land sales-

men, and traveling expenses, and was charged

by the plaintiff to expenses of its business opera-

tions ; that no part of such advance has ever been



repaid to the plaintilf/' (Supplemental Find-

ing No. IV, R. 26 and 27)

The trial judge did not indicate in his opinion why
deduction of this amount was disallowed, but it was

claimed by the Commissioner, and argued by counsel

for appellee, that this was in the nature of an addi-

tional investment in the bonds of the District, and,

therefore, must be treated as a capital item, and not

as an expense.

In the Commissioner's assessment letter (PL Ex.

1, p. 6) in disallowing this deduction, it was said:

*This item is held to be an addition to the

capital investment, and has been disallowed in

accordance with Art. 292, Regulation 69."

The Article referred to reads as follows:

"Art. 292. Capital expenditures.—Amounts

paid for increasing the capital value or for mak-

ing good the depreciation (for which a deduc-

tion has been made) of property are not deducti-

ble from gross income. Amounts expended for

securing a copyright and plates, which remain

the property of the person making the payments,

are investments of capital. The cost of defend-

ing or perfecting title to property constitutes a

part of the cost of the property and is not a de-

ductible expense. The amount expended for

architect's services is part of the cost of the

building. Commissions paid in purchasing securi-

ties are a part of the cost price of such securities.

Commissions paid in selling securities are an

offset against the selling price. Expenses of the

administration of an estate, such as court costs.
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attorney's fees, and executor's commissions, are

chargeable against the corpus of the estate and

are not allowable deductions. Amounts to be

assessed and paid under an agreement between

bondholders or shareholders of a corporation^ to

be used in a reorganization of the corporation,

are investments of capital and not deductible for

any purpose in returns of income. An assessment

paid by a shareholder of a national bank on

account of his statutory liability is ordinarily

not deductible but, subject to the provisions of

the statute, may in certain cases represent a loss.

As to items not deductible by corporations, see

Section 235 and Articles 581 and 582."

These expenses, however, were not of the character

referred to in the foregoing Article. They were not

levied by the District against the bondholders, but

simply represented voluntary subscriptions made by

the bondholders, who were willing to contribute in an

effort to protect or salvage their remaining interests.

It is, of course, logical that in case of a corporate

reorganization, where additional contributions are

made to a corporation, on account of stock or bond

interests, which contribute to the assets of the cor-

poration, and add value to the securities, they should

be considered as capital investments. This, however,

was not such a case. The contributions which were

made to the Committee,, did not theoretically or prac-

tically add anything to the security for the bonds of

the District. They did not add any more land; they

did not increase the water supply; they apparently

did not even indirectly benefit the District, for the
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value of its bonds continued to decline from 30 to 15

(Finding No. 5, R. 18).

The appellant received no additional security, or

asset, or enhancement in the value of its securities in

return for such advances. No part of such assess-

ments has ever been repaid to it, and there is absolute-

ly nothing from which they can be repaid. The ad-

vances simply represented a voluntary contribution,

or expense, for the protection and salvage of an al-

ready existing investment, which was used for the

current expenses of the Committee. It was not simi-

lar to a reorganization expense, which created a capi-

tal value that might be expected to be recovered in

the future. They were more in the nature of the

usual expenses of management or conservation of a

company's property, and cannot be distinguished in

principle from the salary of a collector, or fees of an

attorney, employed to follow up and collect delinquent

accounts, or of a watchman or caretaker, to protect

and preserve company property, and were a necessary

and legitimate expense of transacting business.

But even if they were properly to be considered as

a capital expenditure,, such advances became worth-

less and constituted losses in the year in which they

occurred, and the deduction was justified on that basis.

See:

Appeal of Henry Adamson, 17 B. T. A. 17

at 21;

Appeal of Western Bank & Trust Company,

19 B. T. A. 401, at 414 and 415.

In the former case the court said:

"While such assessments represented addi-
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tional cost of the stock, they were also only addi-

tional losses, as the stock had then become worth-

less."

It seems to us that these advances were not at all

similar in character to those expenditures covered in

Art. 292 above, and under a reasonable application

of the law and regulations, from the standpoint of

ordinary sound business judgment, they were justi-

fiable deductions as ordinary business expense and

also as losses.

INTERMOUNTAIN WATER & POWER COMPANY

The matter of the deduction on account of the obli-

gations of the Intermountain Water & Power Com-

pany involves not only the sufficiency of the findings

to support the judgment, but to some extent a con-

sideration of the sufficiency of the evidence to justify

the findings.

The question of the sufficiency of the evidence to

justify any relief was raised by challenge of the ap-

pellee at the end of plaintiff's case, and, after being

taken under advisement, was sustained by the trial

court. The appellant in due course took proper excep-

tion to that portion of Par. 9 of the court's findings

(R. 20) holding that *'No such loss at the time had in

fact been sustained," and by its proposed Findings

V, VI and VII (R. 23 and 24) submitted the follow-

ing propositions

:

1st: That the officers of appellant determined

upon the taking of the deduction of $100,000.00 on

account of reserve for loss against obligations of the
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Intermountain Water & Power Company prior to the

end of 1925 (R. 23, Par. V).

2nd : That at the end of 1925 there was an actual

impairment in appellant's investment in said securi-

tieSj which the court was asked to fix at not less than

$100,000.00, or such other amount as it might deter-

mine (R. 23, Par. VI).

3rd: That upon the evidence submitted at the

trial, it was established that appellant's loss on ac-

count of such obligations was and would be at least

$100,000.00 (R. 24, Par. VII).

Due exception was taken to the court's refusal to

make such findings (R. 27-28).

Such challenge to the evidence, and exceptions to

the court's findings and refusals to find, presented cer-

tain propositions of law to the court, in connection with

which on this appeal it is proper for this court to

consider the entire evidence.

Maryland Casualty Company v. Jones, 279

U. S. 792; 73L. Ed. 960;

Sartoris v. Utah Construction Company (C.

C. A. Ninth Circuit) 21 Fed. (2nd) 1;

Dunsmuir v. Scott (C. C. A. Ninth Circuit)

217 Fed. 200;

Martin v. Richmond F. & P. R. Co., 3 Fed.

(2nd) 26.

In the discussion of the evidence we shall have occa-

sion to refer to the exhibits introduced by the appel-

lant at the trial, some of which are marked with

numerals, and some with letters. Those that are num-

bered are those identified at the trial, and those that
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are lettered were previously identified in connection

with the deposition of A. W. Garrison.

The testimony and documentary evidence estab-

lishes the following facts:

In June of 1924 appellant entered into a contract

with the Intermountain Water & Power Company,

hereinafter called the ''Water Company",, to furnish

a portion of the wire wrapped wood pipe required for

construction of an extensive water system. This line

was projected to deliver water from the Tisdale arte-

sian well, flowing about 130,000 barrels daily, to

supply the requirements of the Salt Creek Oil Field

and the Teapot Dome Field, located about eighteen

miles southeasterly of the well and some forty miles

north of Casper, Wyoming (See map attached to PL

Ex. C).

As a result of this dealing, appellant acquired

Water Company bonds of the par value of $200,000.00,

part of an issue of $600,000.00 secured by a mortgage

on all of its assets (PI. Ex. H) and also before the

end of 1925 acquired other obligations against the

Water Company, consisting of notes to the extent of

$36,739.29, and an open account of $14,778.73 (R.

19).

At the time of this transaction and the construction

of the system, the prospects for the Water Company
were exceedingly promising. There was then in prog-

ress a large oil well drilling campaign in the Salt

Creek Field, which, it was thought, would ultimately

require from 8„000 to 10,000 wells for its development.

About twenty-five companies were operating in that

field in 1924, and an average of 300 wells were in
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process of drilling all the time, and it was confidently

expected that this number would increase to 500 or

600 in the near future (R. 49 and 57).

Water was very essential for the drilling opera-

tions, each well consuming from 1,000 to 1,700 bar-

rels per day. In addition, there was a large prospect-

ive demand for domestic use by the population of

8,000 to 12,000 people then living in that territory,

and also large industrial requirements for operation

of pumping plants, power development, refineries, etc.,

in the field.

The Midwest Oil Company, which was the largest

operator in the Salt Creek Field, had a limited supply

of water, which it pumped through a pipe line from

Casper, Wyoming, forty miles to the south. The rest

of the requirements was obtained through collection

of surface waters in gullies and reservoirs, and was
of a very poor and unsatisfactory character for use

in steam boilers, and impossible of use for domestic

purposes before distillation. The cost of obtaining

water was approximately ten cents per barrel for

commercial purposes, and $4.00 per barrel for domes-

tic use (R. 49, 68).

Before becoming involved in this situation, the

appellant obtained copies of Engineers' Reports cover-

ing the proposed development (PL Ex. A, B and C)

which showed an almost unlimited market for all the

water that could be delivered, and indicated a splen-

did operating profit for the Water Company, and it

was upon the basis of the facts and estimates con-

tained in these reports that the system was built, and
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the appellant acquired the obligations of the Water

Company (R. 33, 44).

We invite particular attention to the Report of the

Weiland Engineering Company (PL Ex. A) which is

corroborated by the other reports, one of which was

made at the request of appellant and another pipe

company furnishing material (PI. Ex. 2) which esti-

mated that the gross revenue of the Water Company

would run in excess of $400,000.00 per year, and that

there would be left, after payment of all expenses of

operation, bond interest, sinking fund and deprecia-

tion,, a return of more than $200,000.00 per year.

The largest prospective customer of the Water

Company was the Midwest Oil Company, which

entered into a contract for the purchase of water for

a period of three years from January 1, 1925. Under

this contract the Oil Company obligated itself to take

a minimum of 5,000 barrels per day, but the Water

Company obligated itself to deliver up to 40,000

barrels per day, so that it was thereby compelled to

provide what might be called a standby or emergency

capacity for delivery of 35,000 barrels per day, which

the Oil Company was not compelled to receive, unless

it chose to do so (R. 50, 59).

By reason of this provision of the contract with the

Oil Company, and also the favorable prospects which

the Water Company thought existed, the capacity of

the system was very greatly increased over the origi-

nal plan, and the bond issue of $600,000.00, which was

authorized on the theory that it was sufficient to con-

struct a system of the capacity originally intended,

fell far short of providing the necessary funds to
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cover the actual cost of the system as finally con-

structed. The bonds were issued on the basis of a

discount of 20%, and produced a fund of $480,000.00

(R. 56) while the system, as finally constructed,

actually cost $850,874.00 (R. 58. See also PI. Ex. 3,

p. 6).

The success of the project was further handicapped

by the fact that in order to meet the terms of its con-

tract with the Midwest Oil Company for delivery of

water on January 1, 1925, the Water Company had to

rush the construction of the line, and the work was

done under unfavorable conditions in the winter,

which resulted in a great deal of leakage and diffi-

culty with the line, entailing an additional cost of

from $50,000.00 to $60,000.00 (PI. Ex. F, R. 50, 58

and 59).

Thus, even before the commencement of operations,

the system was burdened with a heavy additional and

unanticipated floating indebtedness^ resulting in a

corresponding increase in the cost of upkeep, over-

head and carrying charges.

In addition to this, however, and far more serious,

was the fact that in 1925 the demand or market for

water delivery underwent a complete reversal from

expectations in 1924. The prospective development at

Teapot Dome was completely foreclosed by govern-

mental action, which tied up that field and prevented

any further drilling activities. In the Salt Creek

Field, due to various conditions, which are not in

themselves material, there was a tremendous falling

off in drilling operations, and instead of the average

number of wells being drilled amounting to 300, as
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in 1924, or 500 or 600, as had been anticipated, such

number dropped to 10 or 15 (R. 51, 68 and 69).

The expected increase in population, and demand

for water for domestic purposes, not only did not

develop but substantially diminished^ due to decrease

in population, and to the fact that the water was

found to be not as suitable as had been anticipated

either for domestic purposes, or for use in boilers

(R. 52, 60).

In addition to these adverse conditions, there devel-

oped during 1925 strong indications that a similar

and more convenient supply of water would be brought

in by the Midwest Oil Company through a well of its

own, which, of course, would destroy the monopoly

of the Water Company, upon which its success de-

pended, and deprive it of its largest customer.

The drilling of this well was started by the Oil

Company on July 3, 1925, as a deep test well, de-

signed to reach to the strata known as the "Ten

Sleep Sand", which was the same strata from which

the Water Company's well originated. This well was

drilled on the Company's property in the Salt Creek

Field, and was the first well in that field to be

projected to such a depth. The well was a matter of

great interest to all those concerned with operations

in the field, and the fact that it was being drilled was

well known to the officials of the appellant^ who kept

themselves advised of such developments through

personal visits, correspondence and reports, and sub-

scriptions to oil journals.

The drilling of such a well required from four to

six months. As this well progressed through the vari-
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ous strata, strong indications developed of the prob-

ability of bringing in a supply of water. The effect

of such a result would obviously be very damaging

to the operations and profits of the Water Company.

In fact, it would be, as it was subsequently proved,

impossible for the Water Company to operate profit-

ably, if it lost the Midwest Oil Company as a customer.

The well was actually completed and came in with

a flow of 20,000 barrels of water daily just about the

end of 1925, and the result was that thereafter the

Oil Company took from the Water Company only its

absolute minimum of 5,000 barrels daily during the

life of its three year contract (R. 52, 60, 61, 62, 66,

69-72).

Reference to PI. Ex. K,, covering deliveries and

receipts during the first four years of operations,

shows the result of this development, as far as the

Oil Company was concerned, in the immediate drop

of the revenues on the expiration of its contract at

the end of 1927, and, of course, in addition to this,

there was also the loss of sale of any excess over the

minimum, which is evidenced by the fact that, in

spite of an increase in the number of customers after

1925, the revenue never thereafter equalled the re-

ceipts for that year.

Another factor, and an exceedingly important one,

affecting the value of appellant's investment, par-

ticularly in its own mind, and its judgment as to

probable loss, was the very disappointing showing

which the Water Company made with respect to earn-

ings in 1925. It had been anticipated that gross in-

come would run around $400,000.00 a year, leaving a
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net of approximately $200,000.00, but it became ap-

parent as early as June of that year that the earnings

would not be anything like what had been anticipated.

The financial statement of June 30, 1925 (PL Ex. 16)

showed total water sales for the first six months of

$72,154.62, or approximately only one-third of the

amount anticipated.

By November of 1925 serious anxiety as to the

future was shown in the reports emanating from the

Water Company, and in the statement of conditions

as of September 30, 1925, received by appellant on

November 9, 1925 (PI. Ex. 17) it was said:

"The consumption of water at the Salt Creek

Field, as reflected by our sales, has not been any-

where near up to early expectations, and does not

warrant pipe lines of such large capacity as we
have constructed. As it appears now, there are

three reasons for this: First, the probable con-

sumption was estimated too high; second, there

has not been nearly as many new wells drilled

in the Field as was planned ; and third, the Mid-

west Refining Company has been drilling almost

entirely with electric motors, rather than with

steam engines."

While the Water Company was hopeful of more

favorable results, they were then experiencing difl^-

culties and financial shortage, which made it impos-

sible for them to take care of their maturing obliga-

tions.

The real fact of the matter was that the system

was greatly overbuilt, principally as a result of the

prospective requirements of the Midwest Oil Com-
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pany, which were never fulfilled, either before or

after they brought in their own water well. While

the system had been constructed to deliver 90,000

barrels of water per day, its average for 1925 was

only about 11,000, and its highest average for any

considerable period of time thereafter did not exceed

15,000, and this was at a later period when reduced

rates for water prevailed. As a matter of fact, its

gross income for 1925 was the largest for any year of

its existence; and instead of showing a net income in

excess of $200,000.00, as was estimated^ the year's

operations resulted in a loss of $18,744.64 (PI. Ex.

J, R. 25, 33, 34,45, 61).

While we are primarily concerned, of course, with

the appearance of conditions as they existed at the

end of 1925, the subsequent history of operations is

valuable as indicating the soundness of appellant's

judgment at that time. The record shows a loss for

1926 of $64,524.67, and continuous loss thereafter in

every succeeding year; also a continuance of small

consumption, compared to estimated demand, and a

steadily increasing decline in operating revenues,

caused by the Midwest Oil Company's command of

the situation through its own water well used to re-

duce rates (See PI. Ex. K; R. 61, 62).

As a result of its unforeseen difficulties in the way

of extra expense, and decrease in earnings, the Water

Company was unable to meet the interest due on its

bonds on July 1, 1925, in normal course, and the same

was provided only through funds obtained, in part,

from the appellant (R. 26, 33, 47). It was also de-

linquent in the payment of its open account and notes,
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and at the end of 1925, it was owing current obliga-

tions over and above its bonded debt, of $221,687.59,

against which it had current assets of only $38^049.45

(R. 26, 65). In fact, it is very doubtful whether any

of the so-called current assets were free of the mort-

gage, which covered not only all of the physical prop-

erty, but all of the income, rents, issues and profits

thereof (PI. Ex. H). Such financial position, in itself

alone, was enough to seriously impair the value of

appellant's unsecured obligations.

Appeal of First National Bank of Hunting-

ton, 23 B. T. A. 7.

With all of these facts and circumstances the

officers of appellant were very familiar, having been

in close touch with the company through personal

visits to the field, and receipt of reports of income

and expenses (R. 33, 34, 35, 45, 46„ 47). They were

aware that the average water delivery during 1925

was only about 11,000 barrels per day, as compared

with a capacity of 90,000 barrels. The report of

November 4, 1925 (PI. Ex. 17) from which quota-

tion was made above, was before them, as well as

other detailed reports, such as PL Ex. 15, and the

letters contained in PI. Ex. 13. They were aware of

the well being drilled by the Midwest Refining Com-

pany, and of the almost certain effect of its success

upon the future prospects of the Intermountain Water

Company.

The matter was discussed between Mr. Munroe, the

Secretary, and Mr. Long, the President of appellant,

and the former testified (R. 37)

:

''At the end of 1925,, in view of the situation
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the company was in, I figured the notes and open

account due from the Intermountain Water &
Power Company were lost, and the fact that the

bonds were practically in default—we had to

help the company out—I figured the bonds were

probably worth 50 or 60."

Mr. Long said (R. 47)

:

"At the end of 1925 I ordered a deduction, as

Mr. Munroe testified, with regard to the bonds

and notes and accounts. The amount, after tak-

ing this deduction, in my judgment was all we
could get out of it, based on the fact that we
had had to support the interest to keep the com-

pany from defaulting and they have not paid any

interest on their notes; and the open accounts

were not paid; and they had lost money for the

year, and there was no possibility as far as I

could see of any greater sales in the field. The

Midwest at that time was drilling for its own

water, which cut down the possible sale of water

by the Intermountain Water & Power Company.

*'At the end of 1925 my judgment as to the

maximum amount that we could expect to recover

from the Intermountain Water & Power Com-

pany obligations was just what we wrote on the

books; that was the reason it was written there;

I thought we would recover about $91,000.00."

At the end of 1925 the appellant held $175,500.00

of the bonds ($24,500.00 having been turned over to

certain employees as commissions) which stood on its

books at a valuation of 80, or $140,500.00, plus notes

of $36,739.29, and open account, $14,778.73, making
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a total of obligations against the Water Company at

that date of $191,442.13 (R. 33, 37).

The appellant had a special reason for giving more

than usual attention to matters of this kind upon

closing its books for the year 1925, for the reason that

in the fall of that year it had sold out its manufactur-

ing business and ceased active operations. It, there-

fore, knew that this was the last year in which it

would have operating profits against which it could

charge off losses on assets obtained through its manu-

facturing business, and for that reason it looked very

carefully into the assets that it had (R. 41).

As a result of their consideration of the matter,

the officers determined before the end of the year,

upon a deduction of $100,000.00 as a reserve for

loss on account of the Intermountain Water Com-

pany obligations. The actual entry was made on

February 24, 1926, before the books were closed for

the year, reading as follows:

"Special reserve for the Intermountain Water

& Power Company's stock, bonds and notes and

accounts receivable for $100,000.00." (R. 26,

36)

(The stock,, having been received simply as a bonus

with the bonds, and never regarded as of any particu-

lar value, or entered on the Company's books at any

figure, has always been ignored.)

The making of the entry in February of 1926, be-

fore the books were closed for 1925, was in accord

with the usual practice of the Company, and was

necessitated by the method in which its accounts were

kept. Owing to the nature of its business, it was
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impossible for it to definitely close its books exactly

at the end of any calendar year, because adjustments

on account of outstanding contracts had to be consid-

ered and put through the books at a later date (R.

42).

The subsequent history and experience of the

Water Company amply substantiates and justifies the

deduction that was made. It has lost money during

every year of its existence. Of the $600,000.00 issue

of bonds, which were repayable in annual install-

ments, beginning July 1, 1926 (PI. Ex. H, p. 7), only

the first installment of $43,000.00 has ever been paid.

All subsequent maturities defaulted, and the mort-

gage securing the bonds has been foreclosed, and

the property bought in by the bondholders at a purely

arbitrary figure. Efforts have been made to sell the

property without avail (R. 36„ 47, 48, 64).

According to the testimony of the Water Com-

pany's manager, the system will not last more than

three or four years longer, or a total life of about ten

years, and it was his opinion at the time of trial that

the system could not then be disposed of for more

than $125,000.00 (R. 53, 54). Mr. Long, appellant's

President, and Mr. Munroe, its Secretary, both of

whom were very familiar with the situation, and

closely identified with the foreclosure proceedings,

testified that the greatest possible recovery that could

be realized from the entire system would be less than

$200,000.00 (R. 41, 48).

If this larger estimate is taken as a basis, it cor-

roborates the accuracy of appellant's judgment in

taking this deduction. The appellant still holds bonds
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of the par value of $124,000.00, constituting slightly

less than 22.7% of a total outstanding of $557,000.00.

All that it can hope to recover in the future is this

percentage of the ultimate salvage from the property^

and any such recovery, as pointed out in Sawyer Tan-

ning Co, V. O'Keefe Shoe Co., 23 Fed. (2nd) 717,

should logically be reduced to the present value as of

December 31, 1925, although that is not necessary to

justify appellant's position.

Assuming this maximum recovery, the greatest

amount, which appellant can expect on its bonds is

22.7% of $200,000.00, or $45,400.00. The total

amount which it had received up to the date of trial

on account of its $191,442.13 of obligations existing

at the end of 1925, consisted of proceeds of the sale

of some of its bonds made in 1926, amounting to

$41,905.00, and the realization through legal proceed-

ings of $1,474.17 on its open account, and $2^576.16

on its notes against the Water Company, making a

total of $45,955.33, actually recovered on the total

obligations (R. 38). Adding to this the estimated

salvage, makes a total of $91,355.33 as the maximum
recovery, and leaves a loss of $100,086.80.

Since the maximum estimated recovery has been

taken, it is more than likely that this loss will be ex-

ceeded, but, in any event, it is uncontradicted that

appellant has actually sustained a loss to the extent

of the deduction.

The trial judge, in his original findings (R. 21), as

well as the Commissioner of Internal Revenue, in his

consideration of the matter, seemed to consider that

the deduction was taken entirely against the bonds.
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It should be noted, however, that it was in the nature

of a general reserve, not directly or solely against

the bonds, but taken against all of the securities and

obligations of the Water Company. The loss would

naturally, in the first instance, arise in the open

accounts and notes, because the bonds were secured

by a trust deed covering all of the Water Company's

property, including earnings (PI. Ex. H). Therefore,

whenever and before the value of the bonds became

affected, the notes and accounts would necessarily

have become entirely worthless. If the deduction of

$100,000.00 be considered as applied first against the

notes and accounts, amounting to $51,518.02, and

the balance of $48,418.98 be applied to the $177,500.00

par value of bonds held by the appellant at the end

of 1925, it would represent a depreciation of about

27 7o of the face value, and taking this from the 80%
value, at which the bonds were carried on appellant's

books, would reduce them to a book value of about

53%.

From the foregoing resume of the facts, supported

by the undisputed evidence,, it is established beyond

question that the loss claimed by the appellant has

actually been sustained, and that the finding to this

effect, requested by the appellant (R. 24, Par. VII)

should have been made by the court.

It is further established by the uncontradicted

evidence that appellant's officers determined upon the

taking of such deduction prior to the end of 1925,

and this portion of proposed Finding No. V (R. 23)

should have been made by the court, which was not

done.
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The other two points in dispute upon the findings,

namely: that portion of original Finding No. 9 (R.

20) that "No such loss at the time had in fact been

sustained," and proposed Finding No. VI (R. 23)

that there was an actual impairment at the end of

1925 of $100,000.00, or some other sum which the

court was asked to fix as his determination, are not

facts susceptible of definite proof, but are conclusions

of law, which are open to review at this time upon

all of the evidence.

In his original opinion and findings, the trial Judge

passed very lightly over the Water Company's situa-

tion, referring only to the fact that its monopoly was

destroyed, and its principal customers lost by the dis-

covery of other sources of water developed in 1925

(R. 19).

Thereafter, on appellant's request for additional

findings, the court recognized to some extent the other

physical, economic and business conditions above set

forth, in addition to the new source of water supply

developed by the Midwest Oil Company (R. 25).

The reasons for the court's refusal to allow this

deduction are not entirely clear, but apparently his

view was that the evidence was insufficient for the

following reasons:

First, because the entry of loss was not made until

February 24, 1926; second, because subsequent to

taking the deduction, the appellant sold some of its

bonds at a price in excess of the value to which they

were reduced by the application of this reserve; and

third, because the deduction was not ordered by reso-

lution of the board of directors (R. 20).
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These points will be considered in the order named

:

1. The testimony establishes that both of the ex-

ecutive officers of the company determined upon the

deduction prior to the end of 1925,, but that owing to

the nature of appellant's business, it was impossible

for it to definitely close its books exactly at the end

of the calendar year, because adjustments on account

of outstanding contracts had to be put through at a

later date.

It has been uniformly held in the decisions involv-

ing this point that a charge or deduction under such

circumstances, is in order and should be sustained.

In the appeal of Imperial Furniture Company, 9

B. T. A. 713, the taxpayer's Secretary-Treasurer and

General Manager determined late in December of

1921 that a certain debt owing his company was 50%
worthless, and directed his bookkeeper to charge off

that amount at the end of the year. It was the tax-

payer's practice, however, not to close its books on

December 31st, but to hold the same open, awaiting

extension of inventory figures, and the final entries

for the year in question, including the deduction on

account of such worthless debt, were not made until

late in February, or early in March, 1922. In hold-

ing such action sufficient to satisfy the requirements

of the statute, the Board said

:

"With respect to the requirement that the debt

be charged off within the year, in Mason Machine

Works Co,, 3 B.T.A. 745, we said:

" 'This language must be interpreted in the

light of the ordinary course of business practice.

It is not the physical act done within the year to
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which Congress has referred, but to the setting

up of evidence of the ascertainment of worth-

lessness substantially as of the date of such as-

certainment and in confirmation thereof.'

''And again, in George H. Eraser, 6 B.T.A.

997:

" 'The purpose of the statute appears to be to

require that some record be made of the ascer-

tainment of worthlessness. An interpretation of

the statute which would deny any deduction ex-

cept when a charge-off was made upon books of

account within the limits of the calendar year,

especially when it is considered that closing ent-

ries are not usually made until after the close

of the year, would work a hardship which we
can not believe was intended or is required and

would attach to acts which are merely clerical an

importance as great as is to be given to the sub-

stance of the situation. The statute must be

given a reasonable interpretation, if possible.

Clearly it was the intent that a deduction should

be allowed for worthless debts in the year in

which worthlessness was ascertained and that

the charging off of the debt might take other

forms than entries on the books of the taxpayer.'

"We think the quoted excerpts are controlling

in the case at bar. Within the taxable year

worthlessness was ascertained and the book-

keeper was instructed to charge the debt off."

In the appeal of Bakers Mutual Cooperative Asso-

datioUy 20 B.T.A. 593, where the entry was not made

until the latter part of February succeeding the tax-
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able year in which the deduction was claimed, the

Board said

:

"The entry charging the debt to profit and loss

as of December 31, 1924, was made before pe-

titioner's books for 1924 were closed, and was

made under the direction of responsible officials

of petitioner within a reasonable time. This

constituted it a charge-off in the taxable period

within the intendment of the statute." (Citing

several Board decisions.)

It should be further noted in this case that while

the debt was ascertained to be worthless within the

taxable year, apparently it was not determined to

charge it off until the trustees' meeting held in the

latter part of February of the succeeding year.

In the appeal of Loritan Investment Company, 21

B.T.A. 1412, there was involved the question of

whether a claimed deduction of $1,503,180.59 was

allowable as a bad debt deduction for the year 1922.

Up to the year 1923 the taxpayer kept very meager

books of account. In its original tax return for the

year 1922,, it did not claim any part of the alleged

loss as a deduction. In 1923, however, the taxpayer

rewrote its books from the time of its organization

down to that date, beginning in August, and the ac-

counts for 1922 were rewritten before the close of

1923, and in so doing the loss in question was charged

off as of the close of 1922, and an amended return

was filed on March 30, 1927, in which the deduction

was claimed against gross income for 1922. The

Commissioner disallowed the claimed deduction on the

ground that the debt was not ascertained to be worth-



30

less or charged off in 1922. In passing on the book-

keeping feature of the transaction, the Board said

:

"More difficulty arises on the matter of the

charge-off of this indebtedness. The petitioner

kept only the simplest records, on which were

entered only actual cash received and actual cash

disbursed, and no profit and loss account ever

made up. Under instructions from the Commis-

sioner of Internal Revenue it installed in the

year 1923 a proper accounting system, beginning

with the year 1908, and in connection with the

rewriting of its books in the year 1923 did charge

off this amount as of the year 1922. A charge-

off of a debt within a reasonable time after the

close of the year in which it is ascertained to be

worthless, is sufficient to meet the requirements

of the statute. A. W. Blackie, 2 B.T.A. 747;

Bank of Duplin, 12 B.T.A. 652. The charge-off

here was made in 1923 before the new books for

1922 were closed. The loss was sustained in

1922 and the amount thereof ascertained in 1922,,

and we believe that what was done in the cir-

cumstances may be said to satisfy the provisions

of the statute in requiring the charge-off of a

debt ascertained to be worthless."

The appeal of American Finance & Mortgage Com-

pany, 22 B.T.A. 32, involved quite a large number of

small debts, for which deduction was claimed in its

income tax return for the year 1924. These items

were shown to have been determined to be worthless

in that year (although subsequently about 25% there-

of were collected ) but the entries were not made until
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March of 1925, and then were made on the January

page of the cash book under date of January 31st,

1925. However, it appeared to have been the intent

of the taxpayer to take the deduction from its income

for 1924, and it was allowed by the Board as follows

:

"We think that the facts conclusively show

that the petitioner ascertained that the above

mentioned debts were worthless during the tax-

able year and the only real question in our opin-

ion is whether they were charged off within the

meaning of the statute. We think that the evi-

dence shows that the action taken subsequent to

the close of 1924 indicates that the petitioner

intended to make bookkeeping entries as of De-

cember 31, 1924, in order to reflect its true in-

come for that period. The voucher prepared by

the president of the corporation was dated Janu-

ary 31, 1924, but it appears merely to have been

a typographical error. The bookkeeper was in-

structed to enter the voucher disclosing the bad

debts as of December 31, 1924, and erroneously

made the entry under date of January 31, 1925."

In the case of Berrymont Land Company v. Davis

Creek Land & Coal Company (W. Va. Sup. Ct. of

App., decided March 24„ 1931, unreported; Sec. C. C.

H., 1931, §9213), deduction was claimed on account

of a bad debt for the year 1920. The amount of the

debt as of the end of 1920 was $25,208.28, but in

January, 1921, there was a collection of $9,591.70,

reducing the balance to $15,616.58, which was charg-

ed off against 1920 income. The books of the tax-

payer were not closed until the middle of 1921. In
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its original return, filed in April, 1921,, the taxpayer

did not claim this deduction, and it was first asserted

in an amended return filed in June of 1921. An
executive of the taxpayer testified that he became

satisfied in December, 1920, that the account was

worthless, although they had hopes that it might pay

a small percentage.

The court held that, inasmuch as the debt was, in

fact, worthless to the extent charged off, and such

fact was known to the taxpayer in the year 1920, it

was entitled to the deduction, even though the book-

keeping entry was not made for several months after-

ward.

Under the statute two elements are necessary to

the deduction, viz.: the ascertainment of worthless-

ness, and the charging off within the taxable year.

The ascertainment of worthlessness follows from

knowledge by those in charge of the taxpayer's busi-

ness of the facts (reasonably justifying such a de-

termination), and as the court found in Par. Ill of

the additional findings (R. 26) the appellant's Presi-

dent and Secretary were advised of and familiar with

the financial and physical conditions of the Water

Company prior to the end of 1925.

The charging off on the books is the evidence of

the decision or determination to take the deduction,

which is required to be done as of the year when the

facts are known^ in order that the taxpayer may not

arbitrarily shift its income in its own favor. But

this determination to take the deduction, as distin-

guished from ascertainment of facts justifying the

same, does not, under the above authorities, have to
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be done strictly within the taxable year. It is suffi-

cient if the deduction be determined upon and entered

before the closing of the books for the year.

This, we think, is the crucial difference between

appellant's position and the view of the trial Judge,

who held that not only must there be an ascertain-

ment of worthlessness, but a decision to take the de-

duction, evidenced by actual entry in the books of

account made before the end of the taxable year.

Having ascertained the facts indicating partial

worthlessness within the year 1925, this fixed that as

the year in which appellant necessarily had to take

the deduction. As this court held in American Sav-

ings Bank & Trust Co. v. Burnet, 45 Fed. (2) 548, the

taxpayer could not, after it had knowledge of the facts

indicating worthlessness, postpone taking the deduc-

tion by neglecting to charge off the debt in that year.

Therefore, the appellant was not only permitted, but

by its ascertainment of the facts, was bound to take

this deduction in 1925, and it follows as a necessary

result that the charging off of the debt against the in-

come of that year in due course before its books were

closed, was a proper transaction.

2. The court also seemed to consider it fatal to a

recovery that the deduction had not been specifically

ordered by the trustees of the appellant company,

although no point of this was raised by the Commis-

sioner in disallowing the claim (PI. Ex. 1, p. 6, item

5).

We believe there is no authority for this view,

either in the decisions or the regulations, and it is a
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matter of such general practice as to be worthy of

judicial notice that bad debts are not ordinarily-

charged off by formal resolution. As the court said

in Bakers Mutioal Cooperative Association Appeal

above, an entry "made under the direction of respons-

ible officials," is sufficient.

Moreover, the appellant in this case is a close fam-

ily corporation (R. 32) and in such cases it is quite

customary for officers to act without observing the

strict formalities of corporate records.

The matter of charging off the deduction was

simply an internal transaction devolving upon the

executive officers of the company. A resolution of

the directors would not have changed the facts as to

the loss, and we do not see in what way the lack of

it can detract from the action that was taken by the

officers, if supported by the facts. As far as author-

ity was concerned, the President and General Man-

ager had implied authority to do anything that the

company could lawfully do in the scope of its business.

Kitzmiller v. Pacific Coast & Norway Pack-

ing Company^ 90 Wash. 357 at 362.

As was said in the tax appeal of Benz Brothers

Company, 20 B.T.A. 1214 at 1222

:

''Closely held corporations,, as is well known,

often make decisions in converation, which de-

cisions are not always recorded in the minutes,

but by action. It is well established that a cor-

poration can act through its directors informally,

without written minutes or formal resolutions."
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3. The court further assigned as a reason for not

permitting the deduction the fact that between March

13, 1926, and July 18, 1927, $51,500.00 par value of

the bonds of the Water Company were sold at prices

ranging from 721/2% to 90% of par for a total real-

ization of $41,905.00, and that on December 31, 1924,

$22,000.00 par value were transferred to a party by

the name of Barr, and on January 26, 1925^ $2,500.00

were transferred to a party by the name of Brooks

(R. 20). These latter transfers are of no signifi-

cance, having been made a year prior to the time

when the deduction was determined, and prior to the

time when the conditions changed. Furthermore,

they were not sales, but simply commissions paid in

kind (R. 37, 42).

The other transactions were sales of early maturity

bonds, made before the financial situation of the

Water Company became a matter of common knowl-

edge to outsiders. There was no established market

for the bonds, and these sales were made through a

concern in Denver, which, in turn, sold through an-

other bond house in Boston (R. 38).

The court indicated (R. 39-40) that he was dis-

turbed because the appellant sold these bonds for

more than it considered them worth; or, in other

words, that it recovered something more than the

amount to which it had charged them off, which, as

indicated above, would be a figure of about 53%. But,

as explained above, the bonds sold were early maturi-

ties, which to those not familiar with the true situa-

tion probably appeared reasonably certain to be paid,

but which were not. It was simply a case where
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the appellant's knowledge and judgment of the situa-

tion was better than that of the buyer. They had no

ready market value.

The question is whether the recovery from a por-

tion of the bonds of a figure higher than the average

value appellant assigned to them, should affect the

deduction where the average recovery upon the entire

lot will not exceed such amount. Or, in other words,

does the partial recovery of a portion of the indebt-

edness charged off defeat the deduction. That it does

not has been many times held by the courts.

Numerous cases have arisen where amounts deduct-

ed as losses have been, to a large extent, recovered,

but this has been held not to preclude the deduction

to the extent that subsequent events proved the loss

to have been sustained. Even if a taxpayer over-

estimates his loss, such mistake should not deprive

him of the benefit of the loss, which, in good faith, he

considered that he had sustained at that time. It is

not possible to accurately determine such matters.

In Saivyer Tanning Company v. O'Keefe Shoe Com-

pany (D. C. Mass.) 23 Fed. (2nd) 717, the taxpayer

had deducted in 1920 an account against a customer

amounting to $183,034.09. The justification for the

deduction was that the customer had no assets, ex-

cept a claim against another company, to which it

had resold the goods purchased from the taxpayer,

which claim was in dispute. As a result of litigation

over the claim, a substantial recovery was finally had,

which in 1927 enabled payment to be made to the tax-

payer of $130,000.00 on account of the debt charged

off.
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This situation arose before the enactment of the

present statute permitting deduction for partial

worthlessness of a debt, and at that time it was the

ruling of the Commissioner that the debt must be de-

termined to be entirely worthless before it might be

charged off. It was argued, of course, that since there

was ultimately a substantial recovery, the debt could

not have been considered entirely worthless. How-

ever, the court held that the taxpayer was justified

in acting according to his best information and judg-

ment at the time the situation arose, and was justified

in making the deduction, but inasmuch as the matter

had not been settled with the Revenue Department,

it would give effect to the collection of the $130,000.00

in 1927 as representing a prospective value of $100,-

000.00 as of 1920, and ordered the adjustment of the

tax upon that basis, thus allowing the taxpayer a de-

duction of the balance of $83,034.09.

In Corn Exchange Bank v. U. S. (C. C. A. 2nd Cir-

cuit) 37 Fed. (2d) 34, the controversy involved the

failure of the taxpayer to report $14,014.67, accrued

interest on loans due from an insolvent corporation.

The taxpayer was on an accrual basis and such

amount of interest was properly to be considered as

income, unless deductible as worthless. The Revenue

Department ruled that such accrued income was not

worthless, and in support of such position relied upon

the fact that in 1923 there was a realization of $7,-

757.12 on account of the alleged worthless debt. It

was held, however, that the taxpayer was justified,

from a practical and business standpoint, in regard-

ing the debt as wholly worthless in 1918, in spite of
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the ultimate recovery of more than 50% thereof, the

court pointing out that, of course, when any of such

deducted debt is received as income, it must be re-

turned as such for the year in which received.

In Berrymont Land Company v. Davis Creek Land

& Coal Company (supra p. 31), the amount of the

net loss ultimately sustained was allowed as a deduc-

tion for the year 1920, in spite of the fact that there

was a very substantial recovery on the debt in Janu-

ary of 1921.

A similar ruling was made in Rhode Island Hos-

pital Trust Company v. Commissioner (C. C. A. 1st

Circuit) 29 Fed. (2d) 339, where in its taxable year

ending October 31, 1921, the taxpayer had charged off

as worthless $87,500.00 against an investment of

$98,000.00 in notes of the Massachusetts Electric

Company, upon account of which a recovery was had

in 1925 of $41,749.52. The fact that a recovery of

almost 50% was made in subsequent years was held

not to prevent a deduction for the taxable year of

such amount as at that time was ascertained to be

worthless and charged off.

In the appeal of H. J. Sternberg, 21 B.T.A. 728,

taxpayer had deducted $19,894.60 on account of a

worthless debt charged off in 1922 and representing

investment in and financing of a manufacturing

company organized to exploit certain patents. In

1923 the taxpayer reorganized or liquidated the af-

fairs of the manufacturing company by entering into

other arrangements for the handling of the patents,

as a result of which he received notes for $15,000.00,

representing his investment in that company, which
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were paid over the ensuing two years. By reason of

these payments, the Commissioner claimed that the

debt was not worthless to the extent and at the time

as charged off. Passing on this point the Board said

:

"We are of the opinion that the facts as they

existed at that time not only warranted petition-

er's judgment as to the worthlessness of the debt,

but actually established the worthlessness beyond

doubt. The petitioner may not be called upon to

look into the future and foretell events which

may never happen. At the close of the year 1922

the petitioner had ample reason, based on facts,

to believe that he would never recover any por-

tion of the $19,894.60, loaned to the Brock En-

gineering Company, and he may not be denied

a proper deduction because subsequent events

occur in his favor."

In Sherman & Bryan v. Blair (C. C. A. 2nd Cir-

cuit) 35 Fed. (2d) 713, it was held that while the

taxpayer was not justified in concluding that a debt

of $47,600.00 was wholly worthless at the time it was

charged off in the year 1920, it was, nevertheless,

entitled to a deduction for such portion of the debt

as subsequently developed to be worthless. The court

said:

"When a creditor's debtor goes into receiver-

ship, and the creditor believes the debt to be

worthless and charges it off, he recognizes that

he has sustained a loss at least to the extent that

the receivership dividend which may thereafter

be declared leaves the debt unpaid. Presump-

tively the taxpayer's decision that a debt is
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worthless, and so charged ojf, measures his loss.

If the Commissioner surcharges his return be-

cause of a mistake as to the am^ount of the loss,

we think he should not surcharge for so much of

the loss as he admits has been suffered. No ju-

dicial decision has been found which contradicts

this view. The only case closely analogous which

has been discovered is Sawyer Tanning Company

V. C. J. O'Keefe Shoe Co., 23 Fed. (2d) 717 (D.

C. Mass. ) . That tends to support our conclusion.

"While it appears that some dividend was re-

ceived in 1921, the amount of it is not shown.

The argument has proceeded upon the assump-

tion that it was more than a nominal amount,

and may have been as much as 30 per cent. We
think the case should be remanded for further

evidence on this point, and that the taxpayer

should be allowed a deduction of such sum as

represents the uncollectible portion of its debt.'*

(Italics supplied)

It should be noted that in the foregoing case the

deduction was taken before the present act permit-

ting deduction for a partially worthless debt, and

was justified both under the bad debt provision and

the loss provision of the statute.

In Patten & Davies Lumber Co. v. Commissioner

(C. C. A. 9th Circuit) 45 Fed. (2) 556, the taxpayer

charged off a debt of $15,000.00 in 1921, which, under

the circumstances then apparent, it was reasonably

entitled to consider as worthless. In 1922, however,

through liquidation in bankruptcy proceedings, the

sum of $13,153.80 was realized on such debt, which
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the taxpayer returned as income for 1922. The Board

of Tax Appeals disallowed the deduction and this

decision was reversed by this court.

The question principally considered was whether or

not the possibility of some ultimate recovery in bank-

ruptcy prevented a determination of worthlessness

and deduction under the statute, and involved primar-

ily a consideration of the Commissioner's regulations.

It is authority, however, for the proposition that

recovery in a succeeding year in excess of expecta-

tions in the year when the deduction is taken, does

not disprove or destroy the right to the deduction, if

it was apparently justified when claimed.

The foregoing decisions involve cases where there

was a substantial recovery in later years of the

amount deducted and charged off. But in this case

there has not been, and probably will never be any

such recovery, for after deducting from the $191,-

000.00 outstanding at the end of 1925, the sum of

$100,000.00, representing the extent to which the in-

vestment was determined to be worthless, and after

applying the total recovery arising from the notes,

open account and sale of the bonds, amounting to

$45,955.33, and after allowing the maximum amount

which it now appears can ultimately be realized upon

the remaining bonds of about $45,000.00, there still

remains some additional loss, which the plaintiff will

sustain.

It is significant that the defendant did not under-

take to dispute in any way the evidence of the physi-

cal facts and financial situation affecting the Water

Company, or the extent of the loss attributable to its
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obligations, or the positive and affirmative testimony

of the executives of appellant as to ascertainment of

these facts affecting the value of the investment with-

in the year 1925.

''Presumptively the taxpayer's decision that a

debt is worthless, and so charged off, measures

his loss."

Sherman & Bryan v. Blair (C. C. A. 2nd

Circuit) 35 Fed. (2d) 713 at 717.

As Judge Hand said in a special concurring opinion

in Com Exchange Bank v. United States, 37 Fed.

(2d) 34, where the evidence showed that the debt was

considered and deducted as worthless:

''After such evidence, if the Government

wished to show that this claim had any market

value in the year 1918, it should have offered

some testimony, instead of resting on the plain-

tiff's case. * * * What the Government is

permitted by the constitution to tax is real and

not supposed income. * * * But the circum-

stances gave rise to the inference that the inter-

est was of no substantial worth. It was for the

Government to meet this presumption if it had

proof to the contrary."

The foregoing case dealt with the matter of a total

deduction or omission to include as income interest

of about $14,000.00 for the year 1918, on the theory

that it was worthless, although, in fact, in 1923 the

taxpayer recovered something over 50% thereof. The

reasoning is equally applicable to the present deduc-

tion to the extent that the debt was worthless.

In the case of Nichols v. Commissioner, 44 Fed.
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(2d) 157, the Circuit Court of Appeals for the 3rd

Circuit, in reversing the action of the Commissioner

and the Board of Tax Appeals, said:

''This testimony overcame the presumption

arising from the determination of the Commis-

sioner. The burden then shifted to the Commis-

sioner to support his determination by evidence,

and this he did not do, nor attempt to do, and

accordingly his determination cannot stand."

As the Supreme Court said, in passing upon a de-

duction of much more indefinite character represent-

ing obsolescence due to the enactment of the prohi-

bition law:

"The provision (for obsolescence) is general

and applied alike to all taxpayers; its purpose

is to guide the ascertainment of taxable income

in each year. It is a familiar rule that tax laws

are to be liberally construed in favor of taxpay-

ers. Farmers Loan Co. v. Minnesota^ 280 U. S.

204, 212. Bowers v. N. Y. & Albany Co., 273 U.

S. 346, 350. United States v. Merriam, 263 U. S.

179, 188. Schwab v. Doyle, 258 U. S. 529, 536.

Eidman v. Martinez, 184 U. S. 578, 583.

'It would be unreasonable and violate that

canon of construction to put upon the taxpayer

the burden of proving to a reasonable certainty

the existence and amount of obsolescence. Swch

weight of evidence as would reasonably support

a verdict for a plaintiff in an ordinary action

for the recovery of money fairly may be deemed

sufficient. * * * *

"A reasonable approximation of the amount
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that fairly may be included in the accounts of

any year is all that is required.^' (Italics sup-

plied)

Burnet v. Niagara Falls Brewing Company^

282 U. S. 648, 75 L. Ed. 594.

The tax law does not contemplate or require that

a taxpayer should pay an income tax on earnings

which are eaten up by losses. Ordinarily such adjust-

ments work out from year to year in regular course

of operation, but in this instance, where the appellant

stopped business and ceased to have an income, the

only way in which it could secure the credit for prob-

able losses to which it was entitled was by taking it

in the year 1925.

The evidence is convincing and uncontradicted that

these losses have been actually sustained, but the

Commissioner, while practically admitting this, claim-

ed that they should be deferred to a subsequent year,

when appellant had no income against which they

could be taken.

Such an attitude is not fair on the part of the Gov-

ernment towards the taxpayer. It does not comport

with the principle that the Government of the United

States does not expect to collect income taxes on that

which is not income. On the other hand, no injustice

results to the Government from the allowance of the

deductions involved in this case, because the taxpayer

would account for and pay a tax on the income repre-

sented by these bonds, less the deductions, and if it

shall ever realize more than this amount from them,

such excess will likewise have to be reported as in-

come and a tax paid thereon. In other words, the



46

Government is certain of collecting the full amount

of the tax due it, as and when the income is realized.

But, on the other hand, if such deductions are not

allowed to the appellant for the years in which they

were determined and claimed, the appellant will never

be able to obtain the benefit which the law gives it of

offsetting against its taxable income the amount of

such losses. This amounts, in effect, to taxing appel-

lant on income which it has never received, and is con-

trary to the fundamental principles recognized by

the courts as applicable to taxation.

In Berrymont Land Company v. Davis Creek Land

& Coal Company {supra, p. 31) it was said:

"The Government of the United States is not

concerned in collecting a tax on income which

has not, in fact, been received or cannot be col-

lected."

In Corn Exchange Bank v. U. S., 37 Fed. (2d) 34,

the Circuit Court of Appeals for the 2nd Circuit said

:

"When a tax is lawfully imposed on income

not actually received, it is upon the basis of a

reasonable expectancy of its receipt, but a tax-

payer should not be required to pay a tax when

it is reasonably certain that such alleged accrued

income will not be received and when, in point

of fact, it never was received. A taxpayer, even

though keeping his books upon an accrual basis,

should not be required to pay a tax on an accrued

income, unless it is good and collectible, and

where it is of doubtful collectibility, or it is rea-

sonably certain that it will not be collected, it
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would be an injustice to the taxpayer to insist

upon taxation."

And in Sawyer Canning Company v. C. J. O^Keefe

Shoe Company (D. C. Mass.) 23 Fed. (2d) 717, in

dealing with the matter of a large deduction for an

anticipated loss on account of a bad debt, the court

observed

:

''When the just result in a commercial affair

is plainly evident, courts ought to recognize it,

unless prevented by rules of law, which, in the

interest of broader justice, make that course im-

possible."

In Brumback v. Denman (D. C. N. D. Ohio) 48

Fed. (2d) 255, in considering the loss provisions of

the statute, after reviewing the authorities, the court

said:

"The thought underlying the principles ap-

plied in these cases decided by the Supreme Court

of the United States seems to be that a taxpayer

may have the benefit of a loss which is indicated

by an identifiable event which marks or fixes the

loss with reasonable (not absolute) certainty as

to its occurrence and the amount thereof. Fur-

ther, the test to be applied is a practical, not a

legal one."

The rule to be followed in such determination is

well stated in the appeal of Howard McCntcheon, 18

B.T.A. 834, at p. 838:

" The ascertainment of the worthlessness of a

debt, either in whole or in part, is the exercise

of sound business judgment based upon as com-

plete information as is practically obtainable.'
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John E. Saddler, 2 B.T.A. 1305. Such an ascer-

tainment must be viewed in the light of the sur-

rounding facts and circumstances, which must

be such as to cause a reasonably prudent busi-

ness man to conclude that the debt is worthless

as to the extent so ascertained. A remote hope

of ultimate salvage is not sufficient to deny a

deduction. 'The taxing act does not require the

taxpayer to be an incorrigible optimist.' United

States V. White Dental Mfg. Co., 274 U. S. 398.

"In the case last cited, the Supreme Court in

its opinion said:

" 'The statute obviously does not contemplate

and the regulations * * * forbid the deduc-

tion of losses resulting from the mere fluctua-

tion in value of property owned by the taxpayer.

* * * But with equal certainty they do con-

template the deduction from gross income of

losses which are fixed by identifiable events, such

as the sale of property * * *, or caused by its

destruction or physical injury * * * or, in

the case of debts, by the occurrence of such

events as prevent their collection * * *.' "

See also

Murchison National Bank v. Gussom (C. C.

A. 4th Cir.) 50 Fed. (2) 1056;

Davidson Grocery Co. v. Lucas (D. C. C.

A.) 37 Fed. (2d) 806;

Appeal Krueger Broughton Lumber Co., 18

B.T.A. 1270;

Appeal Morganite Brush Co., 24 B.T.A. 776

at 784.
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The court found that the facts pertaining to the

condition of the Water Company were known to ap-

pellant's officers before the end of 1925 (R. 26, Par.

3). It is a matter of legitimate presumption that in

the exercise of sound and reasonable business judg-

ment they ascertained and concluded in their own
minds that the obligations were depreciated to the

extent claimed. This ascertainment was evidenced

by the setting up of this reserve or deduction in due

course against the income of that year. That their

judgment was right is amply proved and corroborated

by subsequent developments. That they were justified

in so doing at the time is established not only by their

own uncontradicted testimony, but by the finding of

the investigating agent of the Commissioner of In-

ternal Revenue made within a few months after the

deduction was taken, and with relation to only one

of the factors inducing it, namely: the threatened

development of a new source of water supply.

In the report of Examing Agent, M. B. Reed, made

in connection with this claim of loss, under date of

June 19, 1926, it was said (Plaintiff's Exhibit 3, pp.

6 and 7) :

''During the fall of 1925*, the Midwest Re-

fining Company of Casper, Wyoming, began

drilling a water well on its own acreage with

every indication that a good well would be

brought in. During March of 1926**, the well

was brought in and it was of such quantity that

it immediately cut the value of the Intermoun-

tain Water & Power Company well in half. * * *

''Immediately, the Midwest Refining started
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drilling for a water well of its own, the values

of the Intermountain Water & Power Co. bonds

were threatened, just to what extent it is difficult

to determine, but it is quite evident that decline

in value started at this point during 1925 and

culminated with the bringing in of the well by

the Midwest Refining Co. during March, 1926.

The effect the bringing in of a water well by the

Midwest Refining Company would have upon the

Intermountain Water & Power Company's earn-

ings was conceded by everyone concerned the

moment the Midwest Refining Company started

drilling and since each successive stage of the

well showed more favorable indications that a

good well would be brought in, it would seem rea-

sonable for the holders of the bonds to establish

a reserve for the contingency during 1925 when

the drilling was started, if any sort of conserva-

tive financial policy were followed. Later de-

velopments, to-wit: the actual bringing in of the

water well by the Midwest Refining Co. during

March, 1926, and the disastrous effects of same

upon the Intermountain Water and Power Com-

pany's subsequent earnings, would seem to justify

a reserve during 1925 regardless of the value

of the bonds upon the market."

*Note: The well was actually begun July 3,

1925 (R. 69).

**Note: The actual date of the well coming

in was about the end of the year, and certainly

prior to February 13, 1926 (See Plaintiff's Ex-

hibit 11, R. 52).
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Even if we do not consider the evidence, but only

the findings of the trial Judge, it is plain that he

erred in his consideration and decision of the matter.

In original Finding No. 6 (R. 18) it was found

that in 1925 "the bonds, notes and accounts were sub-

stantially impaired," and in Finding No. 7 (R. 19)

that:

''After the acquiring of these bonds, new

sources of water developed in this district and

the demand from the Intermountain Water &
Power Company was greatly reduced, and the

securities held by the plaintiff accordingly de-

preciated."

In view of these findings that there was an actual

impairment, the appellant requested the court to make

a finding fixing the amount of such impairment,

either at the amount of the deduction claimed, or at

such other amount as the court should determine

(Requested Finding No. VI, R. 23). This the court

refused to do, and this, it seems to us, was clearly

erroneous.

The appellant further submitted in Requested

Finding No. VII (R. 24) the proposition that the

amount of the loss was fixed as of the date of trial as

at least equal to the deduction of $100,000.00, which

the court refused to make. We submit that the ap-

pellant was entitled to the benefit of such a finding,

as amply supported by the evidence and that under

the decisions in Sherman & Bryan v. Blair
^
{supra,

pp. 39, 42), and Sawyer Tanning Co. v. O'Keefe

(supra, pp. 24, 36, 46), it would follow that under

such a finding the deduction should be sustained on the
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principle that the court will not surcharge a taxpayer's

accounts with a deduction claimed in good faith, where

the evidence at the time of trial establishes that the

loss represented by such deduction has actually been

sustained.

For the foregoing reasons, the appellant submits:

1st: That the deduction of $11,496.00 should be

allowed against its income for 1925, on account of

its advances to the Securities Committee in connec-

tion with handling the Fruitland Irrigation District

situation, either as a business expense, or as a loss or

bad debt sustained within that year.

2nd: That upon the uncontradicted evidence here-

in, appellant's deduction of $100,000.00 against the

obligations of the Intermountain Water & Power

Company upon its income tax return for the year

1925 should be sustained and allowed.

3rd: That, in the event of denial of the preceding

request, and in view of the finding of impairment by

the trial Judge, if the matter cannot be determined

by this court upon a consideration of the evidence,

the case should be remanded with instructions to the

lower court to determine the amount of the impair-

ment of such obligations occurring in the year 1925,

and allow this deduction and enter judgment accord-

ingly.

Respectfully,

Bronson, Jones & Bronson,

H. B. Jones,

Robert E. Bronson,
Attorneys for Appellant.




